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U nderstanding
• • • •
C o m p il a t io n  
R eview  
and A u d it
Reporting  on
Financial  P erformance
Almost every organization —  whether it’s a privately held 
BUSINESS, A PUBLICLY OWNED CORPORATION, OR A NONPROFIT 
ORGANIZATION —  MUST PREPARE REPORTS ON ITS FINANCIAL 
PERFORMANCE. SUCH REPORTS HELP OWNERS AND MANAGERS MAKE 
OPERATING DECISIONS, ENABLE CREDITORS TO EVALUATE LOAN 
APPLICATIONS, AND PROVIDE INDIVIDUALS WITH INFORMATION TO 
MAKE INVESTMENT DECISIONS.
T he ACCOUNTING PROFESSION RECOGNIZES THAT DIFFERENT 
ENTITIES HAVE DIFFERENT ACCOUNTING NEEDS. ACKNOWLEDGING 
THESE DIFFERENCES, THE PROFESSION HAS DEVELOPED STANDARDS 
THAT ENABLE CPAS TO OFFER A RANGE OF FINANCIAL STATEMENT 
SERVICES TO PRIVATE COMPANIES.
D iverse A ccounting  
Services for 
D iverse Needs
A CPA MAY PROVIDE A CLIENT WITH THREE DISTINCT SERVICES 
INVOLVING FINANCIAL STATEMENTS. EACH IS DESIGNED TO MEET A 
DIFFERENT NEED.
A COMPILATION IS USEFUL TO SMALL, PRIVATELY HELD COMPANIES 
THAT NEED HELP IN PREPARING THEIR FINANCIAL STATEMENTS. 
A REVIEW, ON THE OTHER HAND, MAY BE ADEQUATE FOR ENTITIES 
THAT MUST REPORT THEIR FINANCIAL POSITIONS TO THIRD 
PARTIES, SUCH AS CREDITORS OR REGULATORY AGENCIES. REVIEWED 
FINANCIAL STATEMENTS MAY ALSO BE USEFUL TO BUSINESS OWNERS 
WHO ARE NOT ACTIVELY INVOLVED IN MANAGING THEIR COMPANIES.
An audit is the third and most extensive service. A n audit is 
APPROPRIATE FOR BUSINESSES THAT MUST OFFER A HIGHER LEVEL OF 
ASSURANCE TO OUTSIDE PARTIES. An UNQUALIFIED OPINION FROM A 
CPA AFTER AN AUDIT PROVIDES REASONABLE ASSURANCE TO 
OUTSIDE PARTIES THAT THE ENTITY’S FINANCIAL STATEMENTS FAIRLY 
PRESENT ITS FINANCIAL POSITION AND RESULTS OF OPERATION IN 
ACCORDANCE WITH CERTAIN ACCOUNTING PRINCIPLES.
Compilation, review and audit services for private companies
ARE EXPLAINED IN GREATER DETAIL ON THE FOLLOWING PAGES.
COMPlLATION
Preparing financial statements based, on information 
provided by the entity’s management.
T
hrough compilation services, a CPA pre­
pares monthly, quarterly, or annual financial 
statements. However, he or she offers no 
assurance as to whether material, or significant, 
changes are necessary for the statements to be 
in conformity with generally accepted accounting 
principles — the set of rules regarding financial 
accounting and reporting. During a compilation, 
the data is simply arranged into conventional 
financial statement form. No probing is con­
ducted beneath the surface unless the CPA 
becomes aware that the data provided is in error 
or is incomplete.
However, before agreeing to perform a compila­
tion, a CPA will take a “common sense” 
look at the organization’s accounting system 
to decide whether the client needs other 
accounting services, such as help in adjusting 
the accounting records.
Here's what a compilation entails:
The CPA becomes familiar with the account­
ing principles and practices common to the 
client’s industry, and acquires a general under­
standing of the client’s transactions and how 
they are recorded.
After compiling the financial statements, the 
CPA is obliged to read them and consider 
whether they are appropriate in form and free 
from obvious material errors. The CPA then 
issues a standard report that says, in effect, that 
the financial statements were compiled, but 
because they were not audited or reviewed, no 
opinion is expressed.
Compilation standards permit an accountant to 
compile financial statements that omit footnote 
disclosures required by generally accepted 
accounting principles. This is allowable as long 
as the omission is clearly indicated in the report 
and there is no intent to mislead users. However,
when footnote disclosures have been left out, the 
CPA adds a third paragraph to the compilation 
report stating that management has elected to 
omit disclosures normally required by generally 
accepted accounting principles. This paragraph 
lets the user know that if the financial statements 
contained this information, it might affect the 
user’s conclusions.
A compilation is sufficient for many private com­
panies. However, if a business needs to provide 
some degree of assurance to outside groups that its 
financial statements are reliable, it may be neces­
sary to engage a CPA to perform a review.
Inquiry and analytical procedures applied to 
financial statements.
A
 private company may engage a CPA to
perform a review of its financial statements 
and issue a report that provides limited 
assurance that material changes to the financial 
statements are not necessary. With respect to 
reliability and assurance, a review falls between a 
compilation, which provides no assurance, and 
the more extensive assurance of an audit.
Before a review, the CPA may have to compile 
the financial statements; however, in all cases, 
the financial statements are management’s state­
ments, not the CPA’s. Management must have a 
sufficient understanding of the financial state­
ments to assume responsibility for them.
Two other factors differentiate a review from a 
compilation — the CPA must remain indepen­
dent of the client during a review, and all appro­
priate disclosures must be included in the 
reviewed statements.
Here's what a review entails:
The CPA obtains a working knowledge of 
the industry in which the entity operates and 
acquires information on key aspects of the
organization, including operating methods, 
products and services, and material transactions 
with related parties.
The CPA will then make inquiries concerning 
such financial statement-related matters as 
accounting principles and practices, recordkeep­
ing practices, accounting policies, actions of the 
board of directors, and changes in business activi­
ties. Then the CPA will apply analytical proce­
dures designed to identify unusual items or trends 
in the financial statements that may need expla­
nation. Essentially, a review is designed to see 
whether the financial statements “make sense” 
without applying audit-type tests.
Keep in mind that during a review, a CPA does 
not confirm balances with banks or creditors, 
observe inventory counting, or test selected 
transactions by examining supporting documents. 
However, in many instances, a review — with 
its limited assurance — may be adequate for 
a business or its creditors. If more assurance is 
necessary, the organization may need to engage 
a CPA to perform an audit.
AUDIT
Includes such procedures as confirmation with outside 
parties, observation of inventories, and testing selected 
transactions by examining supporting documents.
A
 public or private company may engage a 
CPA to audit its financial statements and 
to issue a report that provides the highest 
level of assurance that the financial statements 
are presented fairly in conformity with generally 
accepted accounting principles.
In an audit, as in a review, the CPA must be 
independent of the client and the financial state­
ments must contain all required disclosures.
Here's what an audit entails:
To gather evidence on the reliability of the 
financial statements, the CPA performs “search 
and verification” procedures. In an audit, the 
CPA generally confirms balances with banks or 
creditors, observes inventory counting, and tests 
selected transactions by examining supporting 
documents. In addition, the CPA contacts 
sources outside the client organization to gather 
information that may be more objective than 
that obtained from internal sources. For example 
the CPA usually obtains written confirmation 
from a client's customers about amounts owed 
to the client at a specific date. By accumulating 
this type of evidence, the CPA tries to reduce 
the risk that the financial statements will be 
materially misstated.
The auditor then issues a report stating that the 
financial statements are presented fairly, in all 
material respects, in conformity with generally 
accepted accounting principles.
An audit is planned and performed with an 
attitude of professional skepticism; that is, the 
auditor designs the audit to provide “reasonable 
assurance” that significant errors or fraud are 
detected. However, irregularities or fraud con­
cealed through forgery or collusion may not be 
found because the auditor is not trained to catch 
forgeries, nor will customary audit procedures 
detect all conspiracies.
An audit provides a reasonable level of assurance 
that the financial statements are free of material 
errors and fraud. An audit does not, however, 
provide a guarantee of accuracy.
What S ervices 
Do You Need?
 
COMPILATION CPA PREPARES FINANCIAL STATEMENTS FROM 
INFORMATION PROVIDED BY MANAGEMENT.
A COMPILATION IS USEFUL WHEN LIMITED IN-HOUSE CAPABILITIES 
FOR PREPARING FINANCIAL STATEMENTS EXIST.
REVIEW CPA APPLIES INQUIRY AND ANALYTICAL PROCEDURES TO 
FINANCIAL STATEMENTS PROVIDED BY MANAGEMENT TO DETERMINE IF 
THEY ARE REASONABLE.
A REVIEW PROVIDES LIMITED ASSURANCE THAT NO MATERIAL 
CHANGES NEED TO BE MADE TO THE FINANCIAL STATEMENTS.
AUDIT CPA EXAMINES FINANCIAL STATEMENTS BY CONFERRING 
WITH OUTSIDE PARTIES, COMPLETING PHYSICAL INSPECTIONS 
AND OBSERVATIONS, AND TESTING SELECTED TRANSACTIONS BY 
EXAMINING SUPPORTING DOCUMENTS.
A n audit provides the highest level of assurance that the 
FINANCIAL STATEMENTS FAIRLY REPRESENT THE ENTITY’S FINANCIAL 
POSITION AND RESULTS OF OPERATION IN ACCORDANCE WITH 
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES.
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